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Policy Choicesin an Open Economy

* the U.S. economy has become more open
and world financial mar kets have become
mor e closely integrated

e What arethe effects of macroeconomic
and trade policies on incomes and asset
valuesin U.S. agriculture?

e several direct and indirect effects of
policiesto consider
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Macro Policy Fundamentals

a flexible exchangerate system

thedollar isacommodity, the exchange
rateisitsrelativeprice

exchangerates are deter mined by
economic conditionsin goods markets
and capital markets

U.S. productivity growth, a“good news’
- “bad news’ story




Monetary Policy Fundamentals

therole of monetary policy - price
stability

Interest rate parity:
(1) De/e=DE/E + pe - pp
(2) o =(re—Dele)

changesin the nominal exchangerate (e)
- two factorsto consider

changesin thereal exchangerate (E)




Fiscal Policy Fundamentals

therole of fiscal policy - from deficitsto
proj ected surpluses

fiscal stimulus; aggregate demand rises,
short-run economic growth

Inflation and the nominal exchangerate
again:

(1) De/e=DE/E + pr - pp




Agriculturein an Open Economy

 In the short-run macro policy may alter:
farm prices, net incomes, asset values,
and capital investments

e “channels’ of monetary policy: interest
rates, exchangerates, and credit
availability




Current Monetary Policy

e easing of monetary policy by the Fed:
lower Interest rates, Increased credit

availability, lower exc
e potential for dlight im

nangerate
orovementsin the

domestic and export C

emand for crops
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Current Fiscal Policy

e Impact of the proposed Bush tax cut on
agricultureislargey indirect

e sizeand timing of the tax cut will be
Important factors

e theshort-run impact on interest rates
and the exchangerate are not likely to be
significant
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L ong-run Concerns

Incomes and asset values depend on the
competitiveness of agriculture

competitiveness depends on productivity
growth

domestic terms of trade for agriculture
have wor sened over time

result: real GDP growth in agriculture
has lagged behind
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Agricultural Trade

e the exchangerate actslikeatax on the
demand for U.S. exports

e aggregate agricultural exportsand
Imports are not highly sensitiveto
changesin the exchangerate

 Individual farm commodity exportsare
mor e sensitive than aggregate exports




Figure 2. Exch. Rate, Ag. Exports and Imports
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Agricultural Trade

nerisein U.S. agricultural importsis
ueto lower world commodity prices

nedeclinein value of U.S. agricultural
exportsisduetoadrop in world demand

o exchangeratevolatility did not play a
major rolein declining farm net exports




Figure 3. Nominal Ag. Exports and Imports
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Implicationsfor Farmersand Lenders

e current macro policy initiatives should be
good medicine for agriculture

e the short-term picturefor agricultureis
dightly positive, thelong-term pictureis
less positive

e International competitiveness depends on
productivity growth in the sector




| mplications

o #1. need to focuson the strategic risks

o strategic risks are multidimensional and
cannot betotally managed through
conventional means

e emphasizeflexibility, adaptability and
diversification




| mplications

e |lendersneed to monitor credit risk at the
portfolio level

e risk profiles: transaction risk, intrinsic
risk and concentration risk

e Intrinsicrisk: sengtivities of commodity
groupsto macro and trade policy changes




| mplications

#2. need to Improve response time

the Internet Age has changed the speed of
response - e.g., inventories

theresponseto changesin monetary
policy occurs morerapidly

the economic and financial effects of
policy aretransmitted faster




| mplications

#3:. the need to anticipate indirect effects

indirect effects of macro and trade
policiesare larger than thedirect effects

Indirect effects are transmitted via goods
and capital markets

these marketsvary in sensitivity to
changesin U.S. macro and trade policies




